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CIR v Quitsubdue
Andrew Halkyard examines a recent court decision holding that
the principles laid out by the House of Lords in Sharkey v Wernher
do not apply to Hong Kong
The landmark decision of the Houseof Lords in Sharkey v Wernher
[1956] AC 58 has routinely been
applied in Hong Kong by the Inland
Revenue Board of Review to tax
unrealised profits upon reclassification
of assets from trading stock to
investment: see, eg, BR 27/76 1IRBRD
291 and D 55/90 5 IRBRD 420, (1991)
HKRC §80-086.
The above cases can be contrasted
with D 75/96 12 IRBRD 19, (1997)
HKRC §80-491. In the latter case
the Board refused to accept that Sharkey
v Wernher applied in Hong Kong to
tax a notional profit, even though it
accepted that there had been a change
of intention relating to property held
by a company, from trading stock to
capital asset, upon a change of
shareholding in the company. Yuen J
in the Court of First Instance has now
upheld the decision, but not the
reasoning, of the Board: see CIR v
Quitsubdue Ltd (HCIA No 5/98)
(30 April 1999).
The facts of the Quitsubdue case are
as follows. The taxpayer, a private
company, bought all the units in two
buildings in 1986. It began to
redevelop the properties in 1987. A
new building was completed and the
units subsequently rented out. The
shares in the taxpayer company were
sold twice in 1987, the second sale
being to the present shareholders.
The Commissioner of Inland
Revenue raised on the taxpayer an
additional profits tax assessment for
the year of assessment 1987/1988 on
the basis of a change in intention by
the taxpayer. According to the
Commissioner, the taxpayer 's
intention from the time of acquisition
of the properties in 1986 had been to
trade in the properties but that
subsequently it changed its intention
in September 1987 and started holding
them as fixed assets when the shares
were transferred to the current
shareholders. Using the principle in
Sharkey v Wernher, the taxpayer's
taxable profits were calculated as the
difference between the cost and market
value of the properties as at the date
of the change in intention.
... it would not be
a surprise to find that
the Commissioner will
look for another case
to test the issue in
the Court of Appeal
or beyond
On appeal, the Board of Review
found that the taxpayer had acquired
the properties as trading stock but that
in September 1987 there had been
a change of intention to hold them as
fixed assets. However, since the
properties had never been disposed
of by the taxpayer, no profits tax could
be raised on the notional profit
assessed. The Commissioner appealed.
A further question of law for the
court's opinion was added by the
taxpayer, namely, that the properties
were never acquired by it as trading
stock and thus there could be no
question of any change of intention.
This question was allowed despite
objection by the Commissioner.
Unlike the Board of Review, Yuen }
decided that the taxpayer had acquired
the properties as fixed assets. Thus
there had been no change of intention
in September 1987. Yuen ] considered
the following factors, none of which
in themselves was conclusive,
important: the consistent treatment in
the financial statements showing the
properties as fixed assets and not
trading stock; the warranties (backed
up with personal indemnities) given
by the respective shareholders on
sale of their shares that the taxpayer
had not since its incorporation
carried on any business other than
the purchase and holding of the
properties; the repossession by the
taxpayer of units so as to obtain vacant
possession for re-development; the
continued holding of the properties
and the fact that they had been neither
disposed of nor put up for sale; and
the obtaining of adequate finance for
the re-development of the properties
consistent with the intention of holding
them as fixed assets.
Yuen J also stated that the
intentions of the taxpayer's original
shareholders in relation to their
shares did not reflect on the taxpayer's
intention for the properties (compare
Beautiland Co Ltd v CIR (1991) 3 HKTC
520).
Application of Sharkey v
Wernher in Hong Kong
Although strictly not necessary for her
decision, Yuen J went on to hold that
the principle in Sharkey v Wernher did
not apply in Hong Kong whether
generally or in the circumstances of
this case. A. person cannot make a
profit trading with himself. If, contrary
to her findings above, the taxpayer
withdrew the properties from trading
stock to fixed assets, Yuen J decided
that there should be an adjustment in
its accounts to write back all the
expenses previously deducted for tax
purposes in relation to those
properties. This reasoning effectively
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Tupholds the minority decision in
Sharkey v Wernher.
The judgement of Yuen ] is
particularly important in the Hong
Kong profi ts tax context. The
application of Sharkey v Wernher
in Hong Kong has long been a
vexing question. Even though the
Commissioner may not be overly
concerned by the decision relating to
the taxpayer's initial intention, he is
doubtless concerned about the
implications of Sharkey v Wernher not
being applied to tax notional profits
upon a change of intention. Although
it is understood that the Commissioner
has lodged no further appeal, it would
not be a surprise to find that the
Commissioner will look for another
case to test the issue in the Court of
Appeal or beyond.
Andrew Halkyard teaches revenue
law at Hong Kong University
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